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BEFORE THE ARIZONA CORPORATION COMMISSION 

[N THE MATTER OF THE COMPETITION IN ) DOCKET NO. U-0000-94-165 
THE PROVISION OF ELECTRIC SERVICES 
THROUGHOUT THE STATE OF ARIZONA. 

) 
) EXCEPTION TO PROPOSED ORDER 
1 

On October 1, 1996, the Utilities Division (“Staff’) of the Arizona Corporation Commission 

(“Commission”) filed Proposed Rules in the above-referenced Docket. The Proposed Rules are 

accompanied by SL Proposed Order that would authorize that a Notice of Proposed Rule Making be 

forwarded to the Secretary of State which would commence the formal adoption process of the 

Proposed Rules under the Arizona Administrative Procedures Act. Tucson Electric Power Company 

(“TEP” or “Company”) hereby submits this Exception to the Proposed Order. 

1. INTRODUCTION 

Since the opening of this Docket on May 20, 1994, TEP has been an avid supporter of 

bringing retail electric competition to Arizona. TEP, however, cannot support the Proposed Rules as 

currently drafted and urges the Commission to reject the Proposed Order. Although by making this 

request, it may be alleged that the Company’s motivation is to slow down the process of bringing 

retail electric competition to Arizona, quite the contrary is true. The Company is simply requesting 

that the process be modified to ensure that any proposed rules be adopted following a more 

comprehensive evaluation and codification of major issues that will affect Arizona electric utilities, 

shareholders and customers. 

As currently drafted, the Proposed Rules unnecessarily leave major financial, legal, 

operational, pricing and reliability issues unresolved. By continuing the process that has been 

followed in other jurisdictions (as opposed to abandoning this process), many of these issues can be 

expeditiously resolved and retail electric competition may be brought to Arizona quickly and 
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Zfficiently. Competition dockets in other jurisdictions have recognized the need for careful 

;onsideration of the issues raised in electric industry restructuring prior to adopting legislation or 

rules. Instead, the Proposed Rules take a “wait and see” approach to these major issues without 

regard to the inevitable implications. 

On August 28, 1996, Staff issued a preliminary draft of the Proposed Rules and requested 

that comments be filed 10 business days later. Although the major issues that were the subject of 

this preliminary draft have been discussed in broad terms over the previous two years, this was the 

first time any of the parties were able to see a distillation into rule form of Staffs view of those 

major issues. The Company, as well as many other interested parties, filed whatever comments they 

;ould in the limited time that was allotted. A copy of TEP’s September 12, 1996 comments is 

iittached hereto as Exhibit A and is incorporated herein by reference. Six days later, approximately 

90 individuals attended a one day workshop to discuss the preliminary draft. Less than two weeks 

later, the Proposed Rules were filed. Although the Proposed Rules attempt to address some of the 

;omments that were filed in respmse te the pre!irninay draft, the major issces rem& unrese!~.zd. 

[I. MAJOR CONCERNS 

TEP’s major concerns and comments with respect to the Proposed Rules are set forth in 

Exhibit A. The Company will not, therefore, reiterate what is set forth therein. In support of TEP’s 

request that the Commission reject the Proposed Order, the Company, however, would like to bring 

the Commission’s attention to the following: 

A. 

In its comments set forth in Exhibit A, the Company pointed out the many issues that need to 

be resolved prior to adoption of any rules on electric industry restructuring. These included, but are 

not limited to, issues relating to recovery of stranded cost, unbundled and standard offer services, 

establishment of an independent system operator (“ISO”), in-state reciprocity and other legal and 

legislative issues. Staff apparently agreed with those concerns to some extent because the Proposed 

Rules now have provisions relating to the requirement that workshops be conducted in the future to 

resolve these issues. Further, there is now a provision that excludes Salt fiver Project (“SRP”) (one 

of the largest electric providers in the State) and requires future cooperation with the legislature to 

The Pronosed Rules “put the cart before the horse.” 

. . .  

. . .  
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resolve municipal corporation issues. These are all issues that could and should be addressed prior 

to the proposal of any rules on industry restructuring. Further, findings that result from these 

workshops or legislation could require modification of the Proposed Rules. 

Prior to adoption of legislation in California and rules by the Federal Energy Regulatory 

Commission (“FERC”) regarding electric industry restructuring of their respective jurisdictions, 

there were a series of workshops and technical conferences to work out these types of issues ahead of 

time. The end result was hundreds of pages of legislation and rules, respectively, as opposed to 14 

pages in Arizona. The question to be answered is why Staff believes that the Proposed Rules must 

be adopted before these issues are resolved? Although this would result in a delay of the adoption of 

rules, it would certainly not delay the process of ensuring that any rules that are adopted meet what 

311 interested parties recognize as one of the primary goals; that the transition to full competition 

maximizes the benefits to customers without a diminution of reliability or unduly harming the 

utilities and their shareholders. Instead of expediting the implementation of competition, going 

forward with the Proposed Rules at this time and under these circumstances, may have the opposite 

result because of the inevitable legal challenges. 

B. -e many major issues unresolved and are vague and 

contradictory. 

1. - Although R14-2-1607.B indicates that “the Commission shall 

allow recovery of unmitigated Stranded Cost,” the remainder of this Rule does not provide any 

assurance as to what that Stranded Cost might be and imposes unreasonable and unrealistic factors 

for the Commission to consider in making its determination. For example, R14-2-1607.F only 

permits Stranded Cost recovery from those “customer purchases made in the competitive market.” It 

is an unrealistic expectation that a utility would recover the authorized amount of Stranded Cost if 

the time period determined in Section E.8 is insufficient. The issue of Stranded Cost recovery is one 

of the most important issues to utilities and their shareholders and certainty should be given in any 

rule that 100 percent of such determined costs are recoverable. The Company’s position and 

recommendations on Stranded Cost recovery are set forth in detail in Exhibit A. 

2. The Prooosed Rules do not remedy the - TEP, as 

well as other parties, identified that there exists peculiarities with various utility providers which 

could hinder competition. Specifically, the Proposed Rules exempt SRP and potentially the 

3 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

29 

30 

cooperatives because of these peculiarities. However, the Proposed Rules have not addressed the 

issues TEP has raised regarding its two-county financing (see, discussion inpa.) Further, it is 

unclear as to whether the cooperatives could compete for customers outside of their service territory 

while preserving the integrity of their own service territories under the exemption. To the extent that 

the cooperatives take advantage of this exemption, this would leave only TEP, Arizona Public 

Service Company and Citizens Utilities to participate. As stated in Exhibit A, these issues must be 

resolved prior to implementation of the Proposed Rules in order for there to be robust competition 

with the proper attendant pricing signals. Again, the Proposed Rules “put the cart before the horse.” 

3. - The 

Proposed Rules provide for the Commission to conduct an inquiry into an IS0 for the transmission 

system, but goes on to say that it ultimately may only support development of an ISO. As stated in 

Exhibit A, given the broad reliability concerns and complexities of the electric supply system 

discussed above, TEP believes that an independent third party IS0  is necessary to facilitate 

generation and transmission reliability in a competitive electric supply market. TEP believes that the 

IS0 must be developed and operational prior to significant opening of the electric supply market to 

competition to ensure that the reliability of the bulk power transmission and production systems is 

maintained. 

4. - The Proposed Rules relating to Services and Rates 

(R14-2- 1605, 1606 and 16 12, respectively) contradict each other. R14-2- 1605 lists competitive 

services and includes all services in R14-2-1606. R14-2-1606 lists services that Affected Utilities 

must provide and implies that these are regulated monopoly services (standard offer services). Yet, 

in R14-2- 161 2.A, the Rule states, “Market determined rates for competitively provided services as 

defined in Subsection 1605 shall be deemed to be just and reasonable.” Therefore, Electric Service 

Providers that are selling services at competitive prices, are deemed to be selling at just and 

reasonable rates. Consequently, there should be no need to file tariffs with the Commission. This 

circular methodology promotes “regulated competition,” which is not a desired outcome and does 

not promote economic efficiency through market determined rates. 

. . .  

. . .  

. . I  
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In R14-2-1606.1, the Proposed Rule requires that a series of workshops be conducted to 

zxplore issues concerning unbundling. First, these workshops should be completed before the Rule 

is finalized. Second, specific rate making issues need to be addressed such as: 

Cost allocation between competitive and monopoly services 

Cost allocation between customer classes 

Using different ratemaking methodologies between FERC and Commission 

jurisdictions 

Determination of a competitive market 

The extent of Commission involvement with market determined rates 

0 

0 

0 

0 

It is essential that proper pricing be implemented during the transition phase to a competitive 

marketplace in order for customers to make proper economic decisions. The issues mentioned above 

3hould be hlly evaluated and resolved before the first phase of competition takes place. 

5. ; tax- xem t finan ing - As 

discussed in greater detail in Exhibit A, the Proposed Rules do not address and consider the 

implications for Arizona utilities which issue tax-exempt bonds on the basis of a limited certificated 

service territory. The Internal Revenue Service allows tax-exempt bonds to be issued for the benefit 

of an electric utility provided certain conditions are met and maintained, including the condition that 

the utility’s retail service territory is contained within two contiguous counties (i.e., the “two- 

county” rule). Another condition is that each two-county asset financed with such bonds must be 

used solely to serve the utility’s retail two-county customers, except during emergencies. Breaking 

any one of the conditions could eliminate future two-county financing for the utility and possibly 

force the utility to redeem all or a portion of outstanding tax-exempt, two-county debt. The loss of 

the cheaper financing would have a significant impact on the utility and its customers. Although the 

Proposed Rules provide an exemption for cooperatives to the extent their status is in jeopardy, the 

they do not provide a similar exemption for investor-owned utilities. This is an important issue that 

should be considered before adoption of any rules because of the serious financial implications. 

6. % - Until such time as the Commission 

determines that competition has been substantially implemented, utilities are required to offer 

standard offer service (i. e., stand ready, willing and able to provide service.) Even though customers 

may obtain service from another competitor, under this provision the utility must stand ready in case 
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hose customers come back. 

equirement. 

The Proposed Rules provide no compensation for this standby 

7. Other Issues - As discussed in detail in Exhibit A, the following additional 

ssues have not been fully addressed in the Proposed Rules: 

:11. 

0 Legal implications 

Financial implications 

Integrated Resource Planning Rules 

Affiliated Interest Rules 

0 Level playing field considerations 

Increased administrative requirements 

0 Confidentiality 

CONCLUSION 

Inconsistency with existing statutes and regulations 

Economic impacts regarding state and local taxes 

If the Proposed Rules had been submitted as a discussion draft for Staff and the 

:lectric competition participants to build upon, TEP would be applauding Staff for bringing a good 

irst effort to the process. However, to go from the identification of broad issues to the proposal of 

iefinitive rules in a matter of weeks, with limited input from the participants, has produced a “final” 

xoduct that is reflective of the lack of thought and consideration necessary to achieve the desired 

;oal. Workshops and technical conferences on the major unresolved issues should be held. Several 

hafts of rules should be circulated that incorporate the above efforts and interested parties should be 

given a sufficient amount of time to comment. Once this has been accomplished, definitive rules 

;hould be proposed. As stated hereinabove, this does not have to result in slowing the process of 

)ringing electric competition to Arizona. In fact, by going forward with the Proposed Rules at this 

ime and under these circumstances, the Commission is creating an atmosphere that could result in 

2otential delays. 

, . .  

, . .  

, . .  
, . .  
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For the reasons set forth herein, TEP respectfully requests the Commission to reject the 

Proposed Order and remand the Proposed Rules to Staff for further study and modification consistent 

with the recommendations set forth in Exhibit A. 

RESPECTFULLY SUBMITTED this 7th day of October, 1996. 

TUCSON ELECTRIC POWER COMPANY 

A 

By: 
Bradley S. Chd-011 - r 
Counsel, Regulatory Affairs 
Legal Department - DB203 
220 West Sixth Street - P.O. Box 71 1 
Tucson, Arizona 85702 

Driginal and ten copies of the foregoing 
Ned this 7th day of October, 1996, with: 

locket Control 
kizona Corporation Commission 
1200 West Washington 
?hoenix, Arizona 85007 

Copies of the foregoing delivered 
Lhis 7th day of October, 1996, to: 

Rem D. Jennings, Chairman 
Marcia Weeks, Commissioner 
2arl J. Kunasek, Commissioner 
1200 West Washington Street 
Phoenix, Arizona 85007 

3ary Yaquinto, Director 
David Berry 
Utilities Division 
4rizona Corporation Commission 
1200 West Washington Street 
Phoenix, Arizona 85007 
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Paul A. Bullis, Chief Counsel 
Bradford A. Borman, Staff Attorney 
Legal Division 
Arizona Corporation Commission 
1200 West Washington Street 
Phoenix, Arizona 85007 

By: d1&4 
Sandra Waters 
Legal Secretary 
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RESPONSE TO FIRST DRAFT OF PROPOSED RULE REGARDING 
RETAIL ELECTRIC COMPETITION 

On Behalf of 

TUCSON ELECTRIC POWER COMPANY 

EXHIBIT A 

BEFORE THE ARIZONA CORPORATION COMMISSION 

RENZD.JEN"GS 
Chairman 

MARCIAWEEKS 
Commissioner 

CARL J. KUNASEK 
Commissioner 

IN THE MATTER OF THE COMPETITION IN 
THE PROVISION OF ELECTRIC SERVICES ) DOCKET NO. U-0000-94-165 
THROUGHOUT THE STATE OF ARIZONA. 

) 

1 
1 

September 12,1996 
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INTRODUCTION AND OVERVIEW OF PROCESS 

As an avid supporter of retail electric competition and an active participant in the Arizona 
orporation Commission’s (“Commission”) inquiry into electric industry restructuring, Tucson 

lectric Power (“TEP” or “Company”) appreciates the opportunity to provide its response to the fist 

.aft of Staffs Proposed Rule Regarding Retail Electric Competition (“Rule”). TEP is concerned, 

swever, that the Commission has provided an insufficient amount of time to fully evaluate the Rule 

Id determine its potential impact on the Company, its shareholders and customers. TEP fbrther 

Aieves that the Rule, as currently drafted. will not result in an orderly transition to retail 

3mpetition. 

A. P r o c e d u r a i t o n  

On May 20, 1994, the Commission Staff opened Docket No. U-000-94-165, In the Matter of 

ie Competition in the Provision of Electric Services Throughout the State of Arizona (“Docket”), in 

rder to study and consider electric industry restructuring for the State of Arizona. Since that time, 

EP has been an active participant in that Docket. Following the introductory workshop that was 

eld on September 7, 1994, a series of working group and task force meetings were held to identify 

ie major restructuring options, implementation of the options and advantages and disadvantages of 

ie options to the various interests represented. Task force meetings included a Legal Task Force 

Jhich was established to i d e n w  the legal issues the Commission would be required to address prior 

s implementation of electric industry restructuring in the State. Those issues were summarized in 

he Report of the Working Group on Retail Electric Competition, dated October 5 ,  1995. 

On February 22, 1996, Staff issued a Request for Comments on Elecfric 

lestructuring which asked the participants to respond to 19 broad questions regarding electric 

ndustry restructuring. On June 28,1996, more than 30 parties filed hundreds of pages of comments. 

ipproximately three weeks later, Staff filed a summary of those comments and scheduled a one-day 

vorkshop to be held on August 12, 1996, to consider elements of two composite rules. 

ipproximately 130 people attended that workshop where issues that easily required days oj 

liscussion were given (in some cases) minutes of attention. One week later, Staff issued a repon 

;ummarizing the workshop and on August 28, 1996, issued the draft of a definitive Rule, providing 

nterested parties only 10 business days to comment. 

I . .  
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B. 
The first phase of this process was the identification of the major issues that needed to be 

iddressed and the participants’ views on how retail competition should be introduced. The 

:ompany commends Staff in bringing this initial phase to a conclusion by putting a draft Rule on the 

able. Rather than proceeding hastily toward the adoption of the Rule in its proposed form, the Rule 

ihould be carelilly studied to identify the legal, financial, operational and regulatory problems 

xesented by the Rule in its current form. A series of comments and technical conferences should be 

ield in order to identify how the Rule should be modified to meet those concerns. Upon 

identification of the legal and regulatory issues, Staff and the Commission should seek whatever 

legislative and declaratory relief it needs in order to proceed. Once there is a form of Rule that 

addresses the aforementioned issues, it should be proposed to the Commission for final adoption. 

As currently drafted, the Rule unnecessarily leaves major financial, legal and operational 

issues unresolved. By continuing the process that has been followed in other jurisdictions (and in 

Arizona to this point), many of these issues can be resolved and retail electric competition may be 

brought to Arizona quickly and efficiently. Competition dockets in other jurisdictions have 

recognized the need for careful consideration of the issues raised in electric industry restructuring: 

1. FERC Proceeding 

The federal proceeding to facilitate competitive wholesale electric power markets was 

formally begun with the issuance on June 29,1994, of the Federal Energy Commission’s (“FXRC”) 

Notice of Proposed Rulemaking, in Docket No. RM94-7-000, Recovery of Stranded Costs by Public 

Utilities and Transmitting Utilities (“Stranded Cost NOPR”). Many parties filed comments in the 
Stranded Cost NOPR proceeding pursuant to FERC Regulations. While the Stranded Cost NOPR 
raised issues related to the recovery of utility costs that would be ‘‘stranded” as a result of a shift to a 

more competitive wholesale power market, that proceeding did not address, per se, open access 

principals. On March 29, 1995, FERC issued its Notice of Proposed Rulemaking and Supplementar 

Notice of Proposed Rulemaking, in Docket Nos. RM95-8-000 and RM94-7-001, Promoting 

wholesale Competition n?rough Open Access Non-discriminatory Transmission Services by Public 

Utilities; and Recovery of Stranded Costs by Public Utilities and Transmitting Utilities (C‘Oper 

Access NOPR”), IV FERC STATS. & REGS. Paragraph 32,514 (1995). FERC’s Open Acces: 

NOPR proposed to apply the proposed access principles to public utilities that own andor contro 

2 
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acilities used for the transmission of electric energy in interstate commerce. FERC consolidated the 

ssued raises in the Stranded Cost NOPR into the Open Access NOPR. The two proceedings have 

ontinued as one since March 29,1995. 

Pursuant to its regulations, FERC requested that all interested parties file comments on the 

JOPR on or before August 4, 1995. Over 350 parties, individually and as members of joint f i l ings, 

iled over 12,000 pages of initial comments in the Open Access NOPR. Approximately 150 parties 

iled nearly 4,000 pages of reply comments. During several days of technical conferences held in 

ktober 1995, representatives of all aspects of the electric industry presented views on the Open 

Access NOPR to FERC. FERC issued its Final Rule in Docket Nos. Rh495-8-000 and RM94-7-001, 

“Order 888”) on April 24, 1996, more than one year after the issuance of its Open Access NOPR 

tequests for rehearing of Order 888 were filed on or before FERC’s deadline of May 24, 1996 and 

emain pending. 

2. e Callfornra P r o c e e k  

In April 1992, the California Public Utilities Commission (“CPUC”) initiated a 

:omprehensive review of current and future trends in the electric industry. This process produced a 

vlemaking proceeding (R.94-04-03 1) restructuring California’s electric services industry and 

*eforming regulation, which was issued on April 20, 1994 (“Rulemaking”). The Rulemaking was 

ssued for extensive public comment and solicited comprehensive alternatives to the vision described 

n that document. 

Since April, 1992, the CPUC has conducted public hearings throughout California A week 

3f evidentiary hearings on unmonomic assets has been conducted. Other regulatory bodies in 

western North America, federai agencies and legislators have been consulted about wopemtive 

solutions to jurisdictional issues. A working group provided a report on sustainability of public 

purpose programs and numerous parties filed briefs on legal issues. On May 24, 1995, the 

Commission issued majority and minority policy preference statements. 

On December 20, 1995, the Commission approved its proposed policy decision and in its 

press release, the CPUC states, “Because restructuring of California’s electric services industry has 

widespread impact and the market structure requires the participation and oversight of the FERC, the 

CPUC will work over the next 100 days (emphasis added) to build a California Consensus involving 

the Legislature, the Governor, public and municipal utilities, and customers. This Consensus would 

3 
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ien be placed before the FERC so that in a spirit of ‘cooperative federalism’ the CPUC and FERC 

ould together implement the new market structure by January 1,1998.” Since December, 1995 the 

:PUC established seven working groups: Direct Access, Energy Efficiency and Demand-Side 

danagement, Low-Income, Ratesetting, Renewable Energy, Research, Demonstration and 

)evelopment and Western Power Exchange. The groups have been meeting at least once a month 

ince the beginning of 1996 to resolve specific issues relating to the 1998 implementation deadline 

nd each group reports meeting results and issues on the Internet. 

Just recently the California Legislature passed a landmark restructuring bill which generally 

ndorses major policies adopted by the CPUC, dictates some details of implementation, but leaves 

nost for the Commission to determine at a future date. One major aspect left unresolved is how to 

ccomplish direct access competition for customers. which is the subject for the Direct Access 

vorking group mentioned above. An important difference from the CPUC order, however, is that 

he legislation establishes a mechanism in which bonds will be used to pay off at least a portion of 

itilities’ stranded assets so that residential and commercial ratepayers will receive a 10% rate cut by 

1998 and work toward the goal of an additional 10% cut in 2002. The legislation also provides $540 

nillion for renewables during a four-year transition to a competitive market through a non- 

iypassable system reliability charge. 

C. 

The total time between the initial 1992 investigation and final implementation will be five 

years and eight months. Although TEP is not suggesting the Commission duplicate the California 

process, it illustrates the need for an appropriate time commitment for interested parties to work out 

details and legislative coordination to address these important issues. In stark contrast to the 
California processes, the Arizona proceedings do not give interested parties time to debate importan1 

topics or allow complex issues to be resolved. TEP believes that it is important to allow time to fully 

develop a plan that will work in Arizona and to avoid implementing a vague plan that will only 

cause delays because important issues were left for later. 

Given the fact that as of June 28, 1996, the process in Arizona was at a point when 

participants were still providing comments on broad topics and issues and were given four months tc 

do this, it is not fair or appropriate that the participants and the existing utilities are given only 1( 

days to evaluate and comment on a definitive Rule. If adopted, this Rule will dramatically affect i 

4 



iulti-billion dollar industry and change a relationship between utilities, shareholders, regulators and 

ustomers that has existed for more than 80 years. Further, because of this pressure to Wize the 

.de on an expedited basis, there are serious structural, legal, financial and operational problems that 

ave not as yet been addressed by Staff (see below.) Although TEP is in favor of competition, the 

:ompany believes that it is essential that the Commission adopt a Rule that provides more answers 

ian questions and is consistent in its application. 

I. OBJECTIVES OF RETAIL COMPETITION THAT SHOULD BE ADDRESSED 
TEP’s original filing discussed various objectives in broad terms. Staff has also offered a set 

If objectives to guide the process which were included in its February 22, 1996 Request f i r  

:omments on Electric Industry Restructuring. TEP believes that a set of objectives which give clear 

yidance to the process of opening retail electric markets to competition must be agreed and 

ollowed. The following are the objectives that TEP believes must be attained prior to the onset of 

ompetition (excluding any of the legal ramifications that will be discussed in Section IV below): 

A. Develop an electric supply market which allows market forces to determine the 

ivailability and price of competitive electric supply products and services; 

B. Ensure that all market participants have equal ability to compete to provide competitive 

iervices; 

C. Ensure the continued reliability of the generation, transmission and distribution 

:omponents of the electric supply and distribution business; 

D. Provide equal opportunities for all customers to access the competitive marketplace; 

E. Provide mechanisms to allow continued promotion of socially desirable public 

programs; 
F. Provide options for customers who cannot participate in the competitive mark* and 

G. Ensure full recovery of prudent investments made under the current regulatory structure. 

In general, TEP believes that the Rule does not fully address these objectives and leaves ou’ 

many details that are necessary in order to create a successful transition to a competitive electric 

market. Although the Rule gives some specific details about customer choice, competition phase-ir 

and provisions concerning obtaining a Certificate of Convenience and Necessity (“CC&N”), detail! 

concerning Stranded Cost, reliability and rates are vague at best and add additional layers o 

regulation that do not exist today. Set forth below is a detailed analysis of the foregoing objectives. 

5 
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TEP believes that a properly structured competitive electric supply business will provide 

:onsumers with more choices and more efficient prices than are currently provided under a regulated 

iamework. In order for this to occur, however, the existing regulated, single source electric supply 

,ystem must be changed. Implementing such a change to the electric supply business will not be 

iuccessful unless robust markets for competitive productshervices are created and monopoly 

roductdservices are clearly defined. In the transition period it is important to avoid chaos--unhappy 

mtomers, system failures, lawsuits and financial instability. The only way to minimize the 

iotential for chaos in the transition period is to identify the key transition issues and to determine 

;elutions to them prior to the implementation of competition. 

One of the key transition issues facing consumers, service providers and regulatory agencies 

s to clearly define and differentiate which products/services are competitive and which are 

nonopolistic. All consumers will need to understand difference between the productdservices to be 

Iffered by the regulated supplier and by the competitive supplier. Otherwise, it is likely that 

:onsumers will not be able to properly evaluate options that they will inevitably be bombarded with 

mder competition. 

New competitors must understand the line between competitive and regulated services in 

xder to develop and market their products. 

Regulatory agencies will also need to understand the boundaries between monopoly and 

competitive praducts/services in order to properly oversee the portion of the business that continues 

to be reguiated. A clear line between competitive and regulated services will also mitigate the 
difficulties that will occur in determining cost allocations for ratemaking purposes during the 

transition period and thereafter. 

Existing regulated suppliers need to know which productdservices are to continue to be 

regulated and which products/services are to be competitive in order to properly transform from 

single, bundled service providers to multi-product, unbundled service companies. 

This is not a simple process. In California for example, the CPUC is going through an 

extensive process to decide which products need to be unbundled in order to allow competition to 

begin in 1998 and which products can be unbundled after the start of competition. TEP believes that 
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ny retail competition process in Arizona must similarly identify the productdservices that are be 

ipened to competition and the timing thereof. 

Due to the complexity of the electric supply business, there is a direct relationship between 

he time available to prepare for the unbundling of certain productdservices for competition and the 

lumber of products and services that can be unbundled. The more time allowed for competition to 

ake place, the more unbundled productdservices can be made available. 

11 h&&t P-ve Equal Abilitv to ComDete to Pro& . .  . .  B. 
. .  etitive Services 

As discussed above, the transition to a market which allows competition requires that 

:ompetitive and monopoly services be specifically identified. Additionally, all suppliers, including 

he current regulated suppliers. must have similar abilities to compete in the sale of competitive 

iroducts/services. 

Ensuring a level playing field among competitors involves several concerns, including 

i) allowing regulated utilities to compete on equal footing with unregulated suppliers. (ii) ensuring 

hat regulated utilities do not subsidize their non-regulated business with their regulated business, 

ind (iii) preventing certain quasi-governmental organizations from leveraging their advantageous 

iositions in the provision of competitive services. These problems are multi-faceted and may 

:equire both regulatory and federal and state legislative changes as well as continued oversight. 

TEP believes that most of the concern regarding allowing regulated suppliers to compete 

with unregulated suppliers (primarily IPP’s, marketers, aggregators and other electric service 

providers) can be eliminated by clearly defining competitive and monopoly products/services and 

eliminating regulatory requirements imposed on regulased suppliers that are not required of other 

service providers (including any regulatory process requirements and pricing limitationshoundaries). 

Accomplishing these goals requires that equitable cost allocations for regulated services be 

determined and the establishment of some form of functional unbundling associated with the 

provision of such services occurs prior to the onset of competition. This unbundling of costs and 

functions must be combined with a requirement that regulated entities operate under a code of 

conduct which prevents affiliate abuse. 

The issue of preventing quasi-governmental agencies from leveraging their advantageous 

positions in the competitive marketplace is a very complex one. TEP believes that, in addition to a 
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etail reciprocity provision, some mechanism must be developed which requires such entities to pay 

L charge on all power sold in the competitive market which approximates the value of their 

idvantageous position. Such a surcharge should attempt to recover the value of income taxes not 

)aid and lower capital costs associated with a 100% debt (no equity) capitalization. The funds 

5enerated from this surcharge should be used to mitigate the Stranded Cost of existing regulated 

:ntities and to the extent such funds exceed Stranded Cost, contributed to the funding of any 

nandated societal benefit charges. 

TEP is also concerned that quasi-governmental agencies may choose to sell preference power 

owned or purchased) to third parties or affiliates who will have fiee access to the competitive 

narketplace. This provides a "back-door" mechanism for quasi-governmental entities to access the 

:ompetithe markets and undermines the efficiencies of the marketplace. TEP believes that some 

nechanism addressing this back-door access to the marketplace must be developed prior to the 

Ipening of competitive electric supply markets. 

Access to customer usage data is an additional significant issue related to ensuring that all 

:ompetitors have equal opportunity to compete in the provision of non-monopoly services. This 
issue has recently been subject to significant debate in California and must be addressed before 

:ompetition can begin in Arizona. Customer information access may seem to be a simple issue; 

however, it involves many questions, including, but not limited to: 

(i) 

(ii) 

(i) 

How and what information should be shared; 

How the customer determines shared information; 

How billing is impacted and whether this service should be competitive or 

monopolistic; and 

Who pays for the accessibility. (iv) 
C. the Continued R-tv of the G e d o n .  . .  . .  . . . .  

El eJ 
. .  . 

Reliability is an extremely important issue which must be dealt with in the transition to a 

competitive environment. The outages which have been experienced in the Southwest this summer 

are a good illustration of the impact on American society of reduced electrical system reliability. 

There exists a concern that these outages may have been affected by attempts to push the system in 

order to facilitate the marketing of wholesale power. Although several other factors were involved, 
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both major outages were formally blamed on trees--which were likely not trimmed in order to save 

bperating expenses. Competition will surely lead to additional decisions to cut costs, some of which 

nay further erode reliability. 

A change from the current regulated environment to a competitive environment requires 

:onsideration of reliability issues at the generation, transmission and distribution levels of the 

:lectric supply business. Current reliability mechanisms must be adapted to conform to the new 

mvironment. The vast majority of existing generation, transmission and distribution systems were 

milt to facilitate the delivery of bundled generation supplies and dispatched and controlled by 

:ontrol area operators to customers who purchase bundled, firm electric service. In a competitive 

mvironment, all customers will have the ability to choose their power suppliers and ancillary 

services. This will require production, transmission and distribution systems that can simultaneously 

nonitor and control endless numbers of potential power transactions. 

For example, on the generation side of the business there must be a mechanism to ensure that 

suppliers actually produce the products that they sell (Le., firm power sales must be matched with 

firm resources). 

Currently, oversight of generation reliability is primarily performed by the Western Systems 

Coordinating Council ("WSCC") and by the resource planning processes required by state regulatory 

commissions. This oversight succeeds under the existing industry structure. The WSCC develops 

reliability criteria for its members and the state regulatory commissions have the ability to monitor 

and control the performance of regulated suppliers. It is not reasonable to assume that these same 

organizations, as currently configured, will be able to provide the same level of oversight in a 

competitive electric supply environment. 

The same concerns exist with regard to the transmission system. The WSCC and state 

regulators are currently the primary oversight for reliable transmission operation. FERC provides 

access and pricing regulation and oversight. Regional Transmission Groups have been formed to 

support FERC in these efforts and to enhance regional planning. None of these groups, however, 

oversee the transactions on the transmission system on a real time basis. This will likely become a 

problem with competitive electric supply markets as the number of short-term transactions 

dramatically increases. Therefore, mechanisms for ensuring reliable transmission system operation 

must be included in any proposed rule. 
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Distribution reliability may also be compromised. TEP is concerned, for instance, that 
listribution reliability may be compromised if a move to competition does not require market 

iarticipants (customers and supply competitors) to both guarantee the promised level of reliability 

nd to provide the facilities necessary to achieve this level of reliability. For example, in order to 

eliably serve the customer load, the unbundled distribution service provider may require that 

;eneration be provided in the load area for voltage support. Arrangements must be in place to 

mplement such requirements. 

These generation. transmission and distribution concerns are illustrated by considering the 

iystems required to facilitate a customer who chooses to purchase a seemingly simple product, an 

nterruptible power supply. In order to facilitate this process, the distribution company must have 

he abilities to track the generation supply, track the load and to curtail the load, all on a real time 

)asis. These abilities are necessary so that the distribution utility can curtail the specific load when 

he supply is curtailed and to properly bill the customer and pay the supplier (if billing is set up with 
he distribution company as the pass through entity). This is problematic for several reasons 

ncluding: (i) customers generally do not have real time meters; (ii) distribution facilities are not in 

)lace which allow the distribution company to curtail individual customers; and (iii) billing systems 

ire generally not sophisticated enough to handle these special arrangements. Similar concerns exist 

for the transmission and generation suppliers. 

Energy management systems, communication systems, billing systems and general system 

aperations will have to be adapted before the expected significant increase in transactions. All of 

these issues are solvable but will require carelid consideration and time for development and 
installation of new technologies. Until such issues are resolved and equipment is replaced, 
developed or adapted as necessary, any productdservices opened up to competition must be 
deliverable with existing equipment (or that which is currently available and can be quickly added 

prior to provision of some competitive service). 

TEP also believes that distribution system management and construction should be left to the 

distribution companies. Otherwise, it will be difficult to ensure that competing suppliers of such 

services will adhere to local system standards and properly coordinate their facilities with those of 

the local jurisdictional supplier (at least without reams of rules, standards and inspectors). The 

. . .  
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quipment, personnel, procedures and long-term experience make these organizations best able to 

,ontinue that role in the competitive environment. 

Given the broad reliability concerns and complexities of the electric supply system discussed 

ibove, TEP believes that an unbiased third party independent system operator (“ISO”) is required to 

Bcilitate generation and transmission reliability in a competitive electric supply market. TEP 

lelieves that the IS0 must be developed and operational prior to significant opening of the electric 

upply market to competition to ensure that the reliability of the bulk power transmission and 

reduction systems is maintained. This IS0 fimction both as an independent grid operator and an 

ndependent power pool operator. The IS0 does not need to be a power pool in the sense that it 

iispatches generation but should act as a “clearinghouse” for all electric transactions. It should have 

he responsibility and authority for scheduling transactions on the transmission grid, as well as 

muring the reliability of the supply and transmission systems. In the course of conducting business 

t should establish and enforce standards, procedures and rules that are needed for the reliable and 

:fficient operation of the transmission system and the supply market (assuring, for example that 

tdequate spinning reserves are maintained). 

The IS0  should be fully operational when competition begins so as to clearly establish the 

-esponsibilities, authorities, standards and procedures that are critical to the reliability of the bulk 

3ower systems in Arizona and its effects on other systems in the west. The IS0  should be a non- 

xofit entity, with direction from a small board which is representative of the suppliers, customer 

groups and distribution companies. Owners would retain ownership of their transmission and turn 

over to the IS0 its operating responsibility. 

An additional issue is the responsibility for planning and building new transmrssl ‘onfhdities 
to maintain the reliability of the interconnected transmission network. TEP believes that resolution 

of this very significant issue can be left to M e r  discussion by the utilities, customers and the 

regulators. Competition can begin before this matter is settled, although it should be resolved soon 

thereafter. 
. .  . .  D. Provide Equal Op-es for All Cus toms t0-s the Corllpetltlve 

Marketnlace 
In order for customers to have non-discriminatory access to markets for competitive services, 

all customers must have equal opportunity to access competitive markets. This requires that any 
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hase-in of competition allows all customer classes to access competitive markets in each phase-in 

eriod. This may be accomplished in a variety of ways, one of which must be selected prior to the 

litiation of competition. 

Additionally, a state-wide plan is needed to educate small business and residential customers 

bout new developments and the range of customer choices. Further, to accomplish equitable 

ompetitive access, one must consider the ability of consumers to acquire and pay for metering or 

lther required facilities. This was a major consideration in affecting an orderly and equitable 

ransition to long distance competition in the telephone industry. 

E. Provide Mec- to A110 w C o w e d  Promotion of Socdlv D e M l e  p u b k  

TEP believes that socially desirable public programs, including low income 

ubsidies/discounts, funding of mandated renewable resources and mandated demand-side 

nanagement programs should be funded by all customers, including those who may bypass the local 

:lectric distribution entities. Such charges should be based on the cost of the programs specifically 

rovided to customers in a given service territory. 

Provide Op t im for C- Who C w o t  P- the C o w  . .  . .  F. 
. .  . .  e Not to P m  the C-ve Market 

Given the theme of customer choice, all customers should have the option to purchase 

;ervices from other than the competitive marketplace. Accordingly, existing regulated suppliers 

;hould continue to offer service to such consumers at current prices through the phase-in period. 

When full competition is in place, however, the distribution company should be under no obligation 
. .  

:o provide competitive services at regulated rates and it should not be required to mantam any 
Facilities for such services. Distribution companies could continue to offer such services in the 

future at competitive rates. Further, any low income or other socially desirable programs should be 

provided for as discussed in E above. 

A potential concern with the Rule is that it can be implied that a utility must have capacity 

md reserves for its monopoly service territory even if customers are not taking power from the 

utility. In other words, the existing utility must still fund and capitalize capacity that customers are 

not utilizing or paying for until they return to the utility’s system. This problem can be mitigated by 

eliminating any residual service requirement the day a customer leaves the system. 
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G. Full Recovery of P r u m  

ltructure 
In a competitive power market, utilities may be unable to fully recover the remaining costs of 

rior investments. Such costs are not new; rather they are costs incurred under the existing 

egulatory structure, which have not been recovered to date, as a result of regulated pricing 

nechanisms. Ultimately, an alternative recovery mechanism must be created. Consistent with the 

wurances and obligations that have existed under the traditional regulatory compact, a stranded cost 

nechanism must be established before the transition to competition is started. Legally, the prudence 

)f such costs has already been established in prior regulatory proceedings. Section I11 below 

iescribes in detail the issues surrounding Stranded Cost. 

111. STRANDED COST 

A. Generai 
Utilities have the legal right to recover the value of any investments and obligations that were 

irudently incurred under the current regulatory structure. Under the current regulatory structure, 

itilities are required to provide reliable electric service to customers within their designated service 

ireas. The Commission oversees the investments by utilities on behalf of their customers, 

letennines the prudency of such investments and ultimately sets the prices which utilities may 

:harge for their services. This relationship between utilities and the Commission, often r e f d  to as 

;he “regulatory compact,” provides utilities with a guaranteed customer base in exchange for 

regulated investment returns and prices. 

Any difference between the expected hture revenues under regulation and the expected 

revenues that would likely occur undex total or partial competition results in “Stranded Costs.” This 

potential revenue differential includes the cost of any of the following items that a utility may incur 

to serve customers within its designated service area including: (i) assets owned, leased 01 

purchased by contract; (ii) services, materials and supplies owned or contracted; (iii) unrecorded 

liabilities (e.g., fuel and purchased power contracts); (iv) operating and capital costs; (v) regulatory 

assets (costs whose recovery has been deferred for ratemaking purposes over longer periods than 

would be found in a competitive market); and (vi) amounts not yet recovered in the regulatory 

process (e.g. accrued post-employment healthcare). 

. . .  
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Several other proceedings have already spent significant amounts of time and effort 

onsidering the issue of Stranded Costs and have determined that 100% Stranded Cost recovery is a 

zquired component of such significant regulatory change. The FERC, the CPUC and the California 

:gislature are probably the most visible parties to come to this conclusion. These findings are 

urther supported by a recent Supreme Court case involving changes to the regulatory requirements 

If savings and loan institutions. (See, W d  S t w  v. W- , infia.) 
B. 
In establishing rules for quantifying and recovering Stranded Costs, the Commission needs to 

onsider the potential consequences of ignoring the rights and obligations of all parties under the 

egulatory compact. As explained below, less than fkll recovery of Stranded Costs will likely have 

ignificant financial implications. If the Commission allows any part of the existing ratepayers’ 

bbligation to be repudiated, the remaining customers will likely face higher costs as the financial 

narkets react adversely. Such a breach of faith will make it difficult for any party to finance hture 

;enerating facilities. Further, concern for the financial viability of TEP may once again rise to 

ritical levels. 

Cost-based, rate-regulated utilities prepare their financial statements in accordance with the 

)revisions of Statement of Financial Accounting Standards (“FAS”) No. 71, Accounting for  the 

Tflects of Certain Types of ReguZation (“FAS 71”). The primary purpose of FAS 71 is to reflect the 

:ffects of regulatory decisions in the financial statements of rate-regulated utilities. If the prices 

:barged by a utility for all or a portion of its regulated operations were no longer subject to cost- 

msed rate regulation, then such company would be required to adopt the provisions of FAS 101, 

teguiated Enterprises - Accounting for the Discontinuation of Application of FAS 71 rFAS 1017, 

?or that portion of the operations for which FAS 71 no longer applied. 

For TEP, the adoption of FAS 101 for all of the Company’s regulated operations would result 

n an extraordrnary net loss of $14 1 million based on the balances of regulatory assets and liabilities 

mtstanding as of June 30, 1996 (as disclosed by the Company in its SEC filings). Since most of the 

Company’s regulatory assets and liabilities are related to the Company’s generating assets, the 

introduction of competition for generation services without a clearly defined Stranded Cost recovery 

mechanism would likely necessitate large additional write-offs for TEP. 

I . .  
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Write-offs, beyond those addressed by FAS 101, may be required. Pursuant to FAS 121 

‘Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to be Disposed 

~f”), an electric utility would also have to determine whether or not its remaining plant assets would 

e recoverable through future expected market prices. If market pricing is not expected to allow the 

ompany to recover the cost of its plant assets, additional write-downs would likely be required. 

The impact on electric utilities of large financial losses and an increase in business risk would 

kely be swift and severe. Public utilities financed most of their long-lived assets through the 

isuance of common stock and long-term debt securities. Utilities, in many cases, also entered into 

:ase agreements that provided a long-term source of financing for generation and other utility assets. 

ince long-term debt and lease obligations represent contractual commitments, these obligations 

iould not disappear even if the assets they financed become economically impaired. The 

npairment of assets due to a reduction in future expected cash flows, without either (i) a 

ommensurate reduction in a company’s debt and lease obligations; or (ii) a commensurate increase 

n cash flows from other sources (presumably from a Stranded Cost recovery mechanism), would 

veaken a company’s ability to meet its future cash obligations. In fact, in certain circumstances, 

uch obligations may be accelerated and become due and payable immediately. Such a weakening 

If financial prospects, combined with an increase in business risk, would have a material adverse 

sffect on the cost and availability of capital to the company. Under such circumstances, the 

,ompany’s financial viability could be called into question. If the Commission truly desires 

:ontinuity of trammission and distribution service, and fair and equitable treatment of investors who 

Lave made long-term capital commitments to provide reliable electric service, then it is imperative 

hat the Commission establish clearly defined mechanisms for the full recovery of Stranded Costs 

rior to the introduction of retail competition. 

All electric utility companies will be exposed to increased business risk and potential 

‘inancial losses due to the planned introduction of retail competition. The consequences to TEP 

dative to other investor-owned utilities could be much worse. The affect would be to reverse 

rirtuaily all of the financial progress TEP has made over the last five years. TEP’s equity balance 

ias increased $86 million from ($63) million as of December 3 1 ,  1993, to $23 million as of June 30, 

1996. 

.. 

15 



I 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

29 

30 

The Company’s senior debt securities are presently rated below investment grade at B+/BB- 

y the major credit rating agencies. These credit ratings serve to limit the market for the Company’s 

lng-term debt securities to the high yield market. Low credit ratings also serve to increase the cost 

f credit enhancements, such as letters of credit, which are necessary to ensure the continued 

iarketability of the Company’s variable rate debt securities. With limited prospects for the 

:sumption of common dividends, the Company’s ability to raise additional equity capital is also 

everely constrained. Under these circumstances, the Company is already faced with the challenging 

isk of meeting scheduled debt maturities and refinancing other obligations as required or as 

farranted by market conditions. 

During the period 1999-2003, approximately $250 million of the Company’s long-term debt 

bligations will mature. Letters of credit supporting $805 million of the Company’s long-term 

,miable rate tax-exempt debt obligations are also scheduled to expire during the period 1999-2002. 

n the event that expiring letters of credit are not replaced or extended, the corresponding variable 

ate tax-exempt debt obligations would be subject to mandatory redemption. Losing this tax-exempt 

inancing would likely increase the capital costs of TEP by approximately $15 million, or about 

!O%, annually. In addition, the Company is also obligated to refinance the debt obligations 

lnderlying the Springerville common facilities lease before the year 2000 and will have an 

)pportunity to refinance the high coupon (14.50%) debt obligations underlying the Springerville coal 

landing facilities lease in the year 2002. As a result of such refinancings, the rental payments under 

:ach of these leases will be adjusted to reflect any change in interest payments. 

In light of the substantial financial obligations of TEP and other utilities in the fblfihent of 

heir public service obligations, and the public interest served through continued funding of ‘‘system 

ienefits” and investments in transmission and distribution facilities, the Commission should ensure 

hat a clearly defined Stranded Cost recovery mechanism is in place prior to the adoption of a rule 

mplementing retail competition. It should also be noted that these investments have been already 

3een deemed prudent in prior Commission decisions. 

C. ed Costs 

TEP also believes that Stranded Costs must be clearly defined prior to the initial start date foi 

my retail competition. Consistent with our proposed definition of Stranded Costs, TEP believes thai 

the proper quantification may be achieved by computing the net present value of the future a n n d  

16 
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lifferences between revenues under a continuation of regulation, and the amounts likely to be 

Sealized after the introduction of competition, using the current approved cost of capital as the 

iiscount rate. A specific time period over which Stranded Costs should be computed by every utility 

:annot and should not be ordered. Companies have different assets which have different investment 

md cost recovery horizons. A significant portion of the costs implicit in Stranded Costs are very 

long-term. Generating assets, for example, have life expectancies in excess of thirty years. Any 

sttempt to arbitrarily set a Stranded Cost calculation time period for all assets together is 

inappropriate and will likely lead to significant under recovery. Costs were specifically incurred to 

serve customers over an extended period with a reasonable expectation of a fair opportunity for fuil 

recovery. Proper quantification of Stranded Costs should reflect the remaining life expectancy of the 

underlying assets and deferred costs. 

When estimating the potential of Stranded Costs, the most difficult factor to project is the 

market clearing price for power. There is no single indicator appropriate for all markets. Moreover, 

there exists inherent uncertainty with respect to predictions of market price for power over any 

calculation horizon. Forecasts that project market prices too high will understate Stranded Costs, 

while estimates that are too low will overstate the calculation. Given such uncertainty, if recovery is 

through a continuing collection mechanism, as opposed to an initial recovery similar to that provided 

by the legislation in California, the Rule should provide for periodic recalculation and updating. Use 

of methodologies similar to fuel adjustment clauses may be appropriate to eliminate the potential for 

over or under recoveries which may result if Stranded Cost levels are determined using a market 

price estimate at a single point in time. 

D. d CQj&@covery Mechanisms 
A variety of theoretical Stranded Cost recovery mechanisms are reasonable, including entry 

fees imposed on competing sellers, exit fees on departing customers and access charges on all end 

users based on energy consumption. TEP believes that the most efficient and effective means of 

collecting Stranded Costs is through a “wires charge” paid by every customer interconnected to the 

TEP system. This approach is consistent with the manner in which retail electric customers are 

aggregated in a utility’s system-wide planning process. Another alternative may be a state-wide 

mechanism funded by a bond issue. Moreover, such an approach not only recognizes the societal 

benefits to be achieved from the transition to a competitive electric industry, but also reflects past 
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recedents set when similar considerations were made for recovering Stranded Costs in the natural 

:as and telephone industries. Another alternative method for recovery of Stranded Costs that TEP 
vould support is a state-backed bond issue to fund Stranded Costs at the onset of competition. 

The natural gas experience (which involved noticeably lower Stranded Costs than which 

:xists for electric utilities) demonstrated that exit fees and similar customer specific charges can be 

io large (as well as difficult to quantify) as to stifle competitive choices. 

E. 
Another concern that should be addressed by the Commission in considering Stranded Cost 

-ecovery is the potential effect that less than full recovery could have on state and local tax revenues. 

Jtilities are among the most heavily taxed industries in any state. This includes sales taxes, revenue 

.axes. property taxes and income taxes. All such taxes are driven by either the value of the utilities’ 

ssets or revenues. To the extent that significant Stranded Costs are written off as unrecoverable, 

:here will undoubtedly be a reduction in the property tax base. As utility service rates are lowered 

h e  to the effects of competition and reductions in rate base, there will be a corresponding reduction 

in tax collections. For example, PECO Energy, a major electric utility in Pennsylvania, has testified 

before regulators in that state that the potential impact of unrecoverable Stranded Costs on tax 

revenues to be as high as $500 million annually. If the introduction of retail competition causes tax 

receipts from utilities to decrease, the state, counties and municipalities will have to develop 

alternative revenue collection strategies in a relatively short time period. This may include increases 

in tax rates. TEP has not had adequate time to consider the magnitude of the potential effect of the 

Rule on Arizona tax revenues, but believes such loss would be significant. 

The Rule should address and consider the implications for Arizona utilities which issue tax- 
exempt bonds on the basis of a limited certificated service territory. A utility financing with such 

bonds reduces significantly the capital costs of serving the retail customer. The capital costs are 

lower because the interest payment received by the bondholder from the utility is exempt h m  
federal income taxes. Consequently, the bondholder accepts lower interest payments than if the 

interest on the bonds were taxable. TEP has approximately $575 million of such tax-exempt bonds, 

A tax-exempt bond generally has an interest coupon rate that is 70% of the coupon rate of a similar, 

but taxable bond. 

. . .  
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and possibly force the utility to redeem all or a portion of outstanding tax-exempt, two-county debt. 

The loss of the cheaper financing would have a significant impact on the utility and its customers. 

Two-county conditions can probably be satisfied under a competitive retail environment if 

sufficient effort is made to include such impacts in the Rule. IRS rules relating to two-county bonds 

should be thoroughly reviewed and analyzed within the context of retail wheeling considering the 

significant adverse impact of losing such financing. FERC, in Order 888, addressed the two-county 

topic and structured its rule to allow a two-county utility and their retail customers to maintain the 

financing benefits and yet still “open” transmission lies. The Commission should strive for a 

similar result by working within IRS gui&lines. 

Issues which should be reviewed include, but are not limited to, (i) if a two-county utility 

serves a retail customer though retail wheeling outside its two-county territory, is this a violation 

and, if so, how can the customers be protected from incurring the higher cost of taxable refinancing; 

and (ii) if the energy from a two-county utility’s generating facility which is financed with tax- 
exempt two-county bonds is no longer needed to serve two-county retail customers because energy is 

supplied by other companies through retail wheeling transactions, would the two-county utility be 

precluded from delivering energy from that generating facility outside the two-county utility’s 

service area in either wholesale or retail wheeling transactions. 

The Internal Revenue Service (“IRS”) allows tax-exempt bonds to be issued for the benefit of 

an electric utility provided certain conditions are met and maintained, including the condition that 

the utility’s retail service territory is contained within two contiguous counties (ie., the “two- 

county” rule). Another condition is that each two-county asset financed with such bonds must be 

used solely to serve the utility’s retail two-county customers, except during emergencies. This 

condition assures that the benefit of the lower cost, tax-exempt financing accrues to the local retail 

customers. An electric utility generally meets these conditions by (i) limiting its service territory 

within the designated two contiguous counties: (ii) except during emergencies, maintaining only 

inbound metered power flows into the two-county local transmission and distribution system; and 

(iii) except during emergencies. operating the generating facilities, financed with two-county bonds, 

in such a manner that power from such facilities flows only into the local transmission and 

distribution system. 

Breaking any one of the conditions could eliminate future two-county financing for the utility 
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V. LEGAL IMPLICATIONS 
. .  . .  A. in its C e  B e c w e  it V m  

Set F o m  State d Fed& C o m  . .  

The Rule will not bring about retail electric competition in Arizona because it violates the 

:onstitutional requirements of due process. Ironically, if the Rule is enacted by the Commission, it 

vi11 impede the actual implementation of retail electric competition, rather than enhance it, because 

t will be the subject of litigation for being vague, confiscatory, discriminatory and a breach of the 

Segulatory compact between the state and its electric public service corporations. 

As a proponent of retail electric competition, TEP believes that it is in the best public interest 

hat the Rule be carefully re-crafted so that it sets forth the terms and conditions of 

:ompetition, provides for and comolete compensation for utility property rights that are taken, 

a protects all utilities and either or provides for the mutual of the 

*egulatory compact. While the time it will take to correct the Rule may cause a temporary set-back 

m the aggressive schedule established by the Staff for its adoption, this needed step will save 

months, if not years, of litigation and delay in the actual effective date for retail electric competition 

m this state. 

The federal and state constitutions each provide the protection and guaranty of due process of 

law. U.S. Const. amend. Xrv; Ariz. Const. art. 11, 0 4. In Arizona, due process protections 81re 

broadly defined both substantively and procedurally. The courts have stated generally that the denial 

of due process, “is a denial of ‘fundamental fairness, shocking to the universal sense of justice.”’ 

v. Cloqk ,  142 Ariz. 109,111,688 P.2d 1001,1003 (1984). Far the specific reasons set forth 

below, the Rule is neither fair nor just. 

1. . V w u e  Pro- 

The Rule is vague and, therefore, violates due process because it: (i) fails to provide 

for or give fair warning as to how many aspects of retail electric competition will be determined bq 

the Commission; and (ii) grants broad discretion to the Commission to set terms and conditions foi 

retail electric competition at a future date but lacks standards to restrict that discretion. See Cavcc 

, 129 Ariz. 429, 434, 631 P.2d 1087, 1092 (1981) w e s  v. I w a l  Corllrmssl~ll of 

(“Petitioners are correct in asserting that a vague statute may violate due process because it eithei 

fails to give fair warning or lacks standards to restrict the discretion of those who apply it.”) 

. .  
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The Rule merely provides a skeletal sketch of how retail electric competition will be ushered 

n and then implemented in this state. Too many key factors are deferred to a later date, to then be 

letermined at the discretion of the Commission. For one example, the Rule is vague with regards to 

he matter of “Stranded Cost.” Section R14-2-xxx1 of the Rule incorporates unclear and ambiguous 

erms in its attempt to define Stranded Cost such as “verifiable net difference,” “prudent 

urisdictional assets,” and “market value of those assets directly attributable to the introduction of 

:ompetition.” In Section R14-2-xxx7, the Rule states, “The Commission allow recovery of 

lnmltlgated Stranded Cost by Affected Utilities.” (Emphasis added). Nowhere in the provisions 

eegarding Stranded Cost is there specificity as to the meaning of utilized terms or standards for how 

he Commission will employ its discretion in the future. 

. .  

Equally vague is the Rule’s treatment of the nature of future and present CC&N. While 

Section R14-2-xu3 requires that any company intending to supply electric services (other than 

wholesale generation services) obtain a CC&N, the Rule does not explain what rights and 

3bligations are attendant to the new (or old) CC&N. Indeed, it is unclear how the term “CC&N” is 
to be interpreted in the Rule or how the Commission will so define it when retail electric competition 

is implemented in the state. 

In addition to these examples, the Rule leaves to future definition and determination many 

other issues including pooling of generation and centralized dispatch of generation or transmission 

(R14-2-xxx10); standards for setting rates (R14-2--12) and quality of service issues. Until the 

Rule is clarified and put into its proper context, it will not meet due process requirements. 

2. 

The manner in which the Rule would handle Stranded Cost and CC&N will, 
apparently, take away fiom the Affected Utilities property and property rights without just 

compensation. Such action by the state is unlawful confiscation and a blatant violation of due 

process rights. U.S. Const. amend. V; XIV; Ariz. Const. art. 2, $6 4, 17. 
TEP believes that Stranded Cost represents an aggregation of costs (the prudence of which 

has already been established) incurred for the provision of utility service under the obligation to 

serve in a regulatory framework, that are likely unrecoverable in a competitive market due to market 

prices that are below embedded costs. See Responses To Questions Regarding Electric Industq 

Restructuring on Behalfof Tucson Electric Power Company dated June 28, 1996 at 12. TEP further 
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elieves that Stranded Cost, which is property of the utility, should be fully recovered by the utility 

{hen the state imposes retail electric competition. If it is not, then the state has caused the utility’s 

roperty to be taken fiom it for a public use (retail electric competition) without just compensation. 

oDa COW v P a v m ,  83 Ariz. 236, 238, 319 P.2d 995 (1958) (“Private property can not be 

k e n  or damaged for public use without just compensation. This means that an infringement on the 

se  of property which would diminish its value in whole or in part is a loss which must be 

ompensated.”) 

Sections R14-2-xxx1 and R14-2-xxx7 of the Rule establish a framework that contemplates 

ess than full recovery of Stranded Cost by a utility. Qualified standards such as “verifiable net 

lifference” and “may allow recovery of unmitigated Stranded Cost” create significant uncertainty 

egarding the recovery of Stranded Cost. Moreover. it is unrealistic to assume that all recovery of 

;tranded Costs can be achieved and arbitrary to prohibit Stranded Cost recovery after December 3 1, 

!004. See R14-2-xxx7.I. This is especially true when the Rule also states that recovery of Stranded 

zest can only be made from those customers who are served “competitively,” thereby setting the 

:ommencement of the recovery to begin no sooner than January 1, 1999. See R14-2-xxx4.A. and 

214-2-m7.F. 

The Rule also takes from a utility some, if not all, of the property rights embodied in its 

X&N. For example, an existing CC&N provides an exclusive right to provide electric service in a 

geographic area. See w s  P. Paul W e  v. Co- * , 137 Ariz. 426,671 P.2d 

404 (1 983). Retail electric competition, by d e f ~ t i o n ,  envisions that such exclusivity will not exist 

n e  courts have made it clear that non-tangible property rights such as a franchise (and a C U N )  oj 

public service corporations must be compensated under the law. See Warn 

&, 101 Ariz. 49,415 P.2d 872 (1966). However, the Rule does not address, and therefore, does no 

provide a mechanism for the compensation for the loss of the value of the CC&N. Until the Rulc 

does so, it will violate the due process rights of the Affected Utilities. 

‘ 

of T w  v. 

The Rule also contemplates that other utilities will have the right to use TEP’s distributior 

system for their own competitive purposes. This also constitutes a “taking” of property and propert] 

rights that are now exclusively owned by TEP. The TEP distribution system was constructed an( 

financed to serve TEP’s customers in good faith reliance upon the terms and conditions of th 

CC&N issued by this Commission. The economic value of and ability to use the distribution systen 
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diminished if other utilities are allowed to use it to serve TEP’s current (but by then former) 

Again, the Rule only provides for the taking of TEP’s property without any Istomers. 

:companying provision for compensation. 
. . . .  3. ule is Discnmlnatorv in V i o b n  of E a u  Protection of t u  

The Rule does not afford all utilities equal protection and, therefore is discriminato ry. 
Jiz. Const. art. 11, 0 13. The Rule cannot fully afford equal protection to the Affected Utilities until 

uch time as the jurisdiction of the Commission is expanded to include all electric utilities that do 

usiness in the state. For example, Salt River Project, municipally-owned and tribal-owned utilities 

re not within the definition of public service corporation subject to Commission jurisdiction (See 

uiz. Const. art. XV 9 2), not within the definition in the Rule of Affected Utilities and, 

onsequently are not subject to the obligations of the Rule. It appears. however, that these excluded 

tilities are able to participate in retail electric competition under the Rule (to the extent permitted by 

cderal law). Although Section R14-2-xxxl l of the Rule attempts to restrict the activities of non- 

iffected Utilities, without jurisdiction by the Commission over them, it is unclear if this section 

vould be enforceable in the courts. Further, reference in that section to various “service territories” 

vould appear to have little meaning if (i) the Commission has no jurisdiction over the non-AfZected 

Jtilities; and (ii) there are no longer exclusive certificated service territories under the Rule. 

idditionally, there will be no equal protection under the law and no reciprocity for the Affected 

Jtilities in situations where electric providers that have no certificated service territory, such as the 

Nestern Area Power Authority (or some tribal utilities), apply for a CC&N in Arizona to provide 

etad electric service. Moreover, the “invitation” by the Rule to voluntarily consent to the 

wisdiction of the Commission is a proposition that must be detennined by the courts and not the 

Sommission. Because the exemption of municipally-owned utilities from the jurisdiction of the 

Sommission is established by the Arizona Constitution it cannot, therefore, be changed merely by 

he enactment of the Rule. 

B. 

The Regulatory Compact has been explained by the Arizona Supreme Court in 

If Trico Electnc Co-operative. Inc, 92 Ariz. 373,380. 377 P.2d 309 (1962), as follows: 

e Rule Uni-. if Not Abrogates. the R e u o r v  C o a  

In the performance of its duties with respect to public service 
corporations the Commission acts as an agency of the State. By the 
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issuance of a certificate of convenience and necessity to a public 
service corporation the State in effect contracts that if the certificate 
holder will make adequate investment and render competent and 
adequate service, he may have the privilege of a monopoly as against 
any other private utility. 

Thus, the state and the Affected Utilities have entered into a compact, evidenced by a CC&N, 

with mutual obligations and benefits. Simply stated, as long as the utility provides competent and 

idequate service, it is entitled to the monopolistic right to serve customers in a “certificated” service 

:erritory. Indeed, the courts have stated that it is the duty of the Commission to protect the 

nonopoly rights of a public service corporation that is upholding the regulatory compact. Id It is in 

Zood faith reliance upon the Regulatory Compact that utilities continue to invest in plant to serve 

iew customers. It is in reliance upon the Regulatory Compact that utilities serve all qualifling 

:ustomers within their certificated service territories. However, through the Rule, the Commission 

would be unilaterally modifying or abrogating the Regulatory Compact. In fact, Stranded Cost is an 

unfortunate by-product of the modification of the Regulatory Compact. 

The Rule forges new and uncharted territory in its attempt to (i) award non-exclusive CC&N; 

[ii) permit retail electric competition in areas currently certificated to utilities that are providing 

adequate and competent service; and (iii) change the rights of existing CC&N. There is no present 

constitutional or legislative authority for the Commission to change the terms of the Regulatory 

Compact of its own accord. There is no legal precedent for the Commission negating the effect of a 

utility’s CC&N without a showing of the inability to provide adequate service. Further, the 

Commission has never stated (and the Rule does not refa to) any legal source for its ability to alter 

the Regulatory Compact. 

To the extent that the CC&N of any Affected Utility is modified or abrogated as a result of 

the Rule, the Commission will have done so in violation of due process rights. Further, the courts 

have firmly stated that before a CC&N can be modified, amended or abrogated, notice and a hearing 

must be afforded to the holder thereof. See A.R.S. 0 40-282; h s  P. Paul Water CO, -; (A 
CC&N holder is entitled that he be given the opportunity to contest any amendment); &&zLUQ& . .  

Trico El&, -; (The revocation or recision of all or a portion of a CC&N requires strict 

compliance with due process requirements of notice and an opportunity to be heard). The Rule does 

. . .  
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.ot provide for a hearing (and apparently will be enacted without a hearing thereon) yet will change 

he CC&N, in violation of due process. 

The United States Supreme Court recently issued an opinion that reinforces the integrity and 

ionor of agreements made with the government, such as the Regulatory Compact. In 

-, r 116 S.Ct. 2432 (1996), three financial institutions brought claims against the 

Jnited States for breach of contract (and other constitutional violations) as a result of the enactment 

,f the Financial Institutions Reform, Recovery, and Enforcement Act of 1989 (“FIRREA”), which 

:hanged existing rules by limiting the application of special accounting treatment to the acquisition 

)f failing savings and loan institutions. In finding that the government did breach its existing 

tgreements with the institutions as a result of the consequences of FIRREA, the Supreme Court said: 

Just as we have long recognized that the Constitution ‘bar[s] 
Government from forcing some people alone to bear public burdens 
which, in all fairness and justice, should be borne by the public as 
whole,’[cite omitted] so we must reject the suggestion that the 
Government may simply shift costs of legislation onto its contractual 
partners who are adversely affected by the change in the law, when the 
Government assumed the risk of such change. M. at 2459. 

The Rule will unilaterally shift the burdens of the Regulatory Compact onto the Affected 

Utilities in the same way that FIRREA shifted costs to the financial institutions in the W m  case. 

TEP is also concerned with an additional aspect of the Regulatory Compact that affects it and 

other utilities that have entered into a rate settlement with the Commission that includes a rate 

moratorium. Specifically, the Commission and TEP am bound to honor the terms thereof (including 

the implied covenant of good faith and fair dealing) but the Commission, by implementing retail 

electric competition before the rate moratorium is over, will be unilaterally changing the regulatory 

and economic assumptions upon which the settlement was made. Indeed, if the reality of the 

implementation of retail electric competition in Arizona had been known during the negotiations oi 

the settlement agreement with TEP, then the terms thereof would certainly have been different than 

they are presently. TEP would propose, therefore, that it be required to phase-in retail electric 

competition after its rate moratorium is over. 

. . .  

. . .  
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Se- J ,aw . .  C. 

The Rule seems to suffer from isolationism. As detailed herein, there are many instances 

vhere the Rule is contrary to, or inconsistent with, the terms and provisions of the federal and state 

onstitutions, statutes, judicial precedent and mandated procedure. These flaws cause the Rule to be 

rbitrary and vague. 

By way of example, the Rule will cause Affected Utilities to change their rates independent 

md apart from any rate case hearing that analyzes the utilities’ rate base, return on investment and 

,ther financial indicators. The Rule’s procedure (or lack thereof) is contrary to the requirements set 

orth in the case, &tes v. Arizona Coq- , 118 Ariz. 531, 578 P.2d 612 (App. 

,978). Although the courts have specified instances, such as emergency interim rate relief, where 

he hearing requirements may not apply, the circumstances contemplated in the Rule does not fall 

Nithin any recognized exception to the States doctrine. 

. .  

Also, the Rule improperly infuses the business judgment of the Commission into the internal 

iffairs of TEP. To illustrate, the Rule mandates that specific percentages of the total retail energy 

sold competitively by the Affected Utilities be generated by solar resources. See R14-2-xxx9. The 

aw is clear that the Commission is not the party to exercise control over the internal affairs of a 

itility. See v c  Co. v. ACC , 98 Ariz. 339, 343, 404 P.2d 692, 694 (1965) 

[Commission does not have power to manage corporations; management power is incident to 

, 63  Ariz. 257,161 P.2d wnership); v. C o a d  Staoe Co, 

110 (1945). By dictating how much of a utility’s energy will be generated by solar resources and 

setting deadlines for this to be accompiished, the Commission is acting beyond the scope of its 

jurisdiction. 

. .  

TEP respectfully submits that the solution to these and the other problems identilied herein 
can be found in a carefd and thorough edit of the Rule. TEP does not anticipate that this will be E 

protracted process, but it will take time and resources. However, this truly is a situation where thc 
additional time taken to clarifjr, cross-reference and correct the Rule now will be in the best public 

interest and the best use of the resources of the Commission and the interested parties. TEE 
recommends that the Commission look first to obtaining legislative (and constitutional) reform prioi 

to attempting to implement retail electric competition or seeking declaratory judgment from thc 

courts regarding its authority to enact the Rule. 
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TEP also submits that in order for the Rule to mesh with state constitutional and statutory 

tandards, at least the following provisions would have to be modified from their current form: 

(i) Ariz. Const. art. XV, 8 2-40 change the definition of public service corporation to 

include municipal corporations and tribal corporations; 

A.R.S. 3 40-281 and 28240 change the scope and procedure regarding certificates of 

convenience and necessity; and 

A.R.S. 8 40-203-40 expand the circumstances and procedure by which the 

Commission can prescribe rates, rules and practices of public service corporations. 

(ii) 

(iii) 

To implement the Rule, in its current form and amid an existing framework of federal and 

tate regulation. will be to invite successful legal challenges to the Rule and to abandon the notion of 

etail electric competition in Arizona in the foreseeable future. 

?. SPECIFIC CONCERNS 

A. - 
Overall TEP believes that the Rule Staff has proposed is a good first step towards developing 

L comprehensive plan for the transition from a regulated electricity market to a competitive 

:lectricity market. Many of the sections have components that are in-line with moving towards 

:ompetition. However, most sections do need more definitions andor details to fully explain and 

:ommunicate the Rule’s intent. Below are some overall comments and a list, by section, that asks 
br clarifications or points out specific issues that will need to be addressed before the Rule is 

idopted as the “Final Plan.” 

One general observation is the Rule’s vagueness on issues that relate to more than one entity 

3r to a hture action or event. For instance, the Rule uses the word “may” in several cases where it 

would be more appropriate to have a definitive answer. The section on Stranded Cost is particularly 

unclear about whether Stranded Cost will be recoverable or not. Stranded Cost is a major issue and 

the Rule should be explicit in this area. Due to the major financial implications discussed in Section 

[II, a clear message to the companies, their customers and investors is essential in order to eliminate 

undue anxiety over the financial affects of the Rule. 

The Rule’s vagueness would also allow a future Commission to treat existing entities 

Examples of this type oi differently at a time when a level playing field is most important. 

... 
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ncertainty can be seen in the Recovery of Stranded Cost, Services Required to be made Available, 

nd the Competitive Phases sections. 

Other sections that need more detail are Competitive Services, Unbundled Service Tariffs 

nd the entire Rates section. As pointed out in Section 11, TEP feels that competitive services need 

D be clearly defined for a smooth transition to competition. In addition, rate development for 

roductdsexvices, whether the productlservice is competitive (i. e., market based) or monopolistic 

i.e,. cost based), must be consistent and clear for all market players. Additionally, the tariff 

equirements appear to be nothing more than regulation for competitive productshervices and the 

ate section appears to be nothing more than price cap regulation. All these sections need further 

ievelopment in order to meet both the Commission’s original objectives and TEP’s objectives listed 

n Section 11. 

There are several specific sections in the Rule that TEP has major concerns about. The first 

s the buy-through section. The buy-through section should be eliminated. A buy-through program 

ieems to serve no particular purpose when retail competition is to start soon thereafter. 

The other issue in the Rule which TEP has some concern with is the Solar Portfolio Standard. 

4lthough TEP agrees that it is important to promote renewable energy, setting strict standards for all 

:lectric providers could stifle market entry if the requirement is too lofly. Until costs are more in- 

.he  with alternative resources, the 1%-2% requirement is likely to limit the number of competitors 

.hat will choose to compete in the Arizona market. Placing the burden on a multitude of suppliers 

dso increases the potential for gaming the requirement, increases the need for oversight and may 

reduce the effectiveness of renewable resource development (due to the small size of the requirement 

€or each supplier). 

B. 
+ R14-2-xul. Definitions. 

1. The definition of “Affected Utilities” should be changed to “Jurisdictional Utilities” 

to reflect that these are the utilities that the Commission presently has jurisdiction over and that may 

be subject to additional or different requirements than new entrants. The Rule needs to make a clea 

distinction between the provisions of the rule which require only Jurisdictional Utilities to comply 

with a provision versus provisions that are to apply to all energy providers in the new competitive 

market. Therefore, TEP proposes that a new definition be added for “Licensed Providers” which 
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would encompass all providers that will be authorized to provide energy services in Arizona 

pursuant to Commission authority. 

4. We assume that the “designated area” in the definition of Standard Offer appiies to 

the current regulated supplier in a given CC&N territory. 

6. System Benefits should only include decommissioning costs for customers of utilities 

which would incur such costs. 

+ R 1 4 - 2 - d .  Filing of Tariffs by Affected Utilities. 

TEP believes that competition should start in the year 2000 (see below). However, regardless 

Df when competition starts, the definitive tariff should be filed six months prior to the effective date 

of competition. The current requirement would have the tariff filed 18 months prior to the start of 

competition. During that time. there could be significant changes in the definitions of competitive 

and monopoly services, as well as the requirements for Standard Offer Service which would result in 

modifications to the tariffs. TEP believes that the various types of service and at least broad pricing 

parameters should be determined prior to the requirement to file tariffs. Further, assuming the Rule 

is adopted at the end of this year, six months is insufficient time to evaluate all the changes that will 

be required to ultimately implement competition. 

+ R 1 4 - 2 - d .  Certificates of Convenience and Necessity. 

General’ 
TEP believes that a different term should be used such as a “License to Serve.” The term 

CC&N as used currently in the electric energy statutes in Arizona, implies an exclusive service 

territory or monopoly service territory. Further, there may be codhion because there are diffkreni 

requirements under the Rule for “Affected Utilities” that hold a CC&N versus those new providers 

that obtain a CC&N. 

B.3. TEP does not support a tariff requirement for competitive services once competitior 

is fully implemented. If such a requirement is deemed to be necessary during the transition tc 

competition, we agree that it should be a universal supplier requirement. 

E.l. This provision requires that new entrants comply with IRP rules. Only four of thc 

“Affected Utilities” are required to comply with the IRP rules, the rest are not. The IRP rules shoulc 

be eliminated if the generation portion of the electric supply business becomes competitive. Thf 

market will determine the need for new generation and any mandated renewable resource or sola 
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:quirement. Therefore, TEP proposes that the IRP process be eliminated when retail service 

:rritories are opened to competition. 

+ R14-2-xxx4. Competitive Phases. 

General 
TEP does not support a retail competition plan which allows competition to begin prior to 

iere being solutions for several significant items which are discussed throughout these comments. 

'here is a need for additional time to work out the legal, operational and other issues surrounding 

he transition to competition, and the Commission must honor the current moratorium agreements 

vith existing utilities such as the rate settlement with TEP that calls for a rate moratorium until the 

rear 2000. Therefore, TEP supports a start date for competition which is no earlier than January 1, 

!OOO. 
E.l. TEP agrees that the selection of a methodology for determining which customers can 

iccess the market in various phases can be made later in the process. However, we also believe that 

he method of selection should be consistent state-wide in order to avoid discrimination claims 

letween the customers in the different service territories across the state. 

G.3. As discussed above, TEP does not support the buy-through mechanism. Further, if a 

my-through is included as a portion of the retail competition plan, Stranded Cost recovery, among 

Ither items, would need to be addressed and appropriate charges allocated to buy-through customers. 

+ R14-2-xxx5. Competitive Services. 

A.l. As discussed in Section 111, TEP believes that competitive and monopoly service3 

must be clearly defined and priced prior to the onset of competition. It is not clear what "distributet 

energy services at market based rates" are. A list of the specific services should be provided so thtu 
services are consistent between energy providers. 

B. As discussed above, TEP does not support a tariff requirement for competitive 

services. 

+ R14-2-xxx6. Services Required to be made Available by Affected Utilities. 

A. As discussed in Section 111, TEP believes that the obligation to serve should terminate 

at the time a customer elects to procure competitive service. Therefore, during a phase-in period 

utilities would only have the obligation to serve customers who have not chosen or been offered 

access and such obligation would end when the final group of customers is allowed access to the 
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narket. Thereafter, the local distribution service provider may still be required to offer some sort of 

general service tariff but prices under such a tariff should be based on the available market cost of 

iuch services (so that the distribution company is not required to own assets for such service). This 
iame logic should apply to any ancillary services that may be required. 

The Rule would eliminate TEP’s additional concern that the language in the Rule regarding 

he Commission determining that competition has been “substantially implemented” is too vague. If 

here are not concrete measures or specific rules which determine when competition is deemed to be 

jubstantially implemented, the Affected Utilities will be forced to hold capacity and reserves without 

:ompensation for customers that they are not serving. This will be a particularly difficult issue as 

such utilities will also need to do everything in their power to sell any freed-up capacity and reserves 

in the wholesale market. 

F. The providing utility should be allowed recovery of the cost of providing such 

information. 

+ R14-2-xxx7. Recovery of Stranded Cost of Affected Utilities. 

A. Under the Rule, utilities are expected to take steps to diminish Stranded Cost 

exposure. TEP agrees that utilities should be required to demonstrate reasonable measures to 

mitigate Stranded Costs. The problem is to determine what is reasonable for any given company. 

What actions particular companies take will depend on their specific situations and relevant market 

conditions. Mitigation efforts should be evaluated on a case-by-case basis. 

The Rule identifies accelerating depreciation and expanding markets as ways to mitigate 

Stranded Costs. It must be noted that Stranded Cost will be mitigated by accelerating depreciation 

only if regulators correspondingly authorize the inclusion of such expanded capital recovery in rates, 

Without the proper synchronization of increased depreciation accruals with increased rate recovery, 

Stranded Cost will not be mitigated; rather, it will be absorbed by utility investors. 

With respect to expanding wholesale or retail markets, such activity may not necessarilq 

mitigate (at least to any significant extent) Stranded Cost. It is generally believed that in i 

competitive market, the clearing price for power will approach long-run marginal costs. Foi 

companies with incremental cost close to, or above, market, the expansion of wholesale or retai 

sales may not have a mitigating effect. 
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Other approaches to mitigating Stranded Cost may include asset sales, renegotiating 

tneconomic contracts, pursuing economic development projects and constantly attempting to lower 

narginal costs. What constitutes appropriate mitigation for any utility should consider all relevant 

acts and circumstances. Under no circumstances should a utility be forced to sell assets to mitigate 

itranded costs. It should also be noted that mitigation efforts themselves may lead to additional costs 

hat may become stranded. 

B. The Rule states that the Commission allow recovery of unmitigated Stranded 

2ost by Affected Utilities. There should be no question about whether Stranded Cost is recoverable. 

f i e  traditional regulatory compact between public utilities and the customers they serve is 

mquestionably clear. It is an agreement, sanctioned by the state, granting the exclusive right to 

serve the public interest in a specific geographic area. In return, the utility assumes two obligations 

lot imposed on competitive entities: (i) the obligation to serve; and (ii) the regulation of prices and 

:arnings. The obligation to serve carries an obligation to invest in and maintain plant, or enter into 

zontracts, to assure sufficient supply to meet all customer demands. 

Under the regulatory compact, utilities were provided some assurance as to the limits of their 

business risk, which correspondingly resulted in limited rates of return. Utility investments in assets 

and obligations were incurred in good faith and in expectation that a reasonable opportunity would 

be provided to achieve the designated returns. Now, in the face of competition, with customers being 

given the opportunity to select their own power supplier, those investments and obligations may not 

be dismissed. (See also Section 111, above.) 

C. The Rule states that utilities may file estimates of Stranded Costs, and that such 

estimates must be supported by appropriate market analyses. TEP believes that 100% Stranded Cost 

recovery is required and that the methodology for determining such costs should be consistent for all 

Commission regulated utilities. Before any estimate of Stranded Cost can be made, there must be a 

clear definition of the term itself, an indication of the measurement horizon, and clarification with 

respect to what constitutes the relevant market. Consistent with our proposed definition of Stranded 

Cost, TEP believes that the proper quantification may be achieved by computing the net present 

value of the future annual differences between revenues under a continuation of regulation, and the 

amounts likely to be realized after the introduction of competition, using the current approved cost oi 

capital as the discount rate. (See Section 111, above.) 
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D. The Rule allows utilities to request Coinmission approval for Stranded Cost recovery 

nder a variety of methods from those customers opting for securing competitive sources of power. 

‘EP believes that the Commission has the responsibility to use its authority to facilitate a smooth 

ransition to competition, including providing for the assurance of, and uniform method for, recovery 

if Stranded Costs. In developing an appropriate mechanism for recovering stranded costs, we 

ielieve the following objectives should apply: 

The charge should promote economic efficiency and the evolution of competition; 

Any Stranded Cost recovery mechanism must be fair to stockholders and equitable 

toward all for whom the underlying costs were intended to benefit, including those 

that leave the system; 

Stranded Cost should be recovered in its entirety within a reasonable time period, 

certainly before the transition to retail competition is complete; 

The recovery burden should not significantly expand the existing administrative 

burdens on the Commission or affected utilities; 

The mechanism should be sufficiently flexible to incorporate changes in assumptions 

or unanticipated events in the process of transitioning to retail competition; and 

The charge should be simple and understandable to customers and not impede their 

choice for power supply or other competitive services. 

A variety of methods of Stranded Cost recovery are theoretically available, including entry 

fees imposed on competitive market participants, exit fees on departing customers and access 

charges on all customers in the jurisdictional service territory. TEP believes that the most efficienl 

and effective means of collecting Stranded Costs is through a “wires charge,” paid by every 
customer in the jurisdictional service territory, and updated annually, until such costs are fu l ly  

recovered. Another alternative method for recovery of Stranded Costs that TEP would support is a 

state-backed bond issue to fund Stranded Costs at the onset of competition. (See also Section III 

above.) 

F. 

H. 
TEP proposes an across-the-board wires charge as explained in D above. 

The Rule states that the Commission may order revisions of Stranded Cost estimates 

The Company concurs with that procedure, so long as such estimates are consistent with the TEE 
positions stated herein and changes in estimated Stranded Costs are reflected in the recover] 
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nechanism such that we are given a reasonable opportunity to fully recover such amounts prior to 

:ompletion of the transition to competition. 

I. The Rule states no further Stranded Cost recovery after 2004. As noted in Section 111, 

i significant portion of the costs implicit in Stranded Costs are very long-term. Generating assets, 

For example typically have life expectancies in excess of hrty years. Any attempt to arbitrarily set a 

Stranded Cost calculation time period is inappropriate, and will likely lead to significant under 

recovery. The rule arbitrarily sets the time frame five years to coincide with the implementation of 

:ompetition as the Rule is currently written. For many utilities this time-frame may not be realistic. 

Dver- 
. .  

The Rule states that each company shall maintain its books and records in accordance with 

Generally Accepted Accounting Principles (“GAAP”). The restructuring proposals in general, and 

Stranded Cost recovery issue in particular, have potentially significant accounting implications. TEP 

believes that the rules addressing accounting matters must be broader and more clear. 

As an electric utility involved in interstate commerce, TEP maintains its books and records in 

accordance with the FERC Uniform Svskan of A c c o w  (“USoA”). As an investor-owned utility it 

is also required to follow GAAP principles as promulgated by the Financial Accounting Standards 

Board (“FASB”) in public financial statements filed with the Securities and Exchange Commission. 

The USoA and pronouncements of the FASB are broadly based on the same accounting concepts 

and economic principles; however, in the case of any conflict, the USoA takes precedence over the 

FASB for financial accounting purposes. 

The traditional cost-based ratemaking process followed by regulated utilities is a 

phenomenon not present in nonregulated businesses. To futfill their public responsibilities, 

regulators prescribed accounting rules and practices that were different in many respects fiom those 

used by other types of businesses. Over the years, such differences were accepted by the accoUnting 

profession and financial community for publicly reporting the results of utility operations and 

activities. In most instances, the same accounting principles that apply to unregulated businesses 

also apply to utilities. The differences that exist are solely attributable to the ratemaking process. 

By having the power to determine the costs upon which rates are based, regulators such as the ACC 

can create economic impacts that must be appropriately considered in accounting and financial 

reporting. 
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The single most significant factor producing different accounting principles and procedures 

ly utilities is the ability of regulators to create assets by deferring to future periods (and therefore 
iresumably recoverable in future rates) certain current costs which would otherwise be charged to 

xpense under GAAP by unregulated businesses. With the authority to identify the types and 

mounts of costs to be recoverable in rates, regulators have been able to provide the necessary 

ssurance to the financial community that such costs deferred were, in fact, assets recoverable in the 

uture. 

As a rate regulated entity, TEP prepares its public financial statements according to FAS 71. 

%e underlying premise of FAS 71 is that regulated enterprises should account for the economic 

:ffects that result from the cause-and-effect relationship of costs and revenues in the rate-regulated 

invironment. FAS 71 defines what constitutes a regulated entity and contains standards of 

iccounting for the effects of regulation. One such standard is the basis for which a regulator can 

:reate an asset by deferring for future recovery, a current cost that would otherwise be charged to 

:xpense. For that to occur, hzr;th of the following criteria must be met: 

(i) It is probable that future revenue in an amount at least equal to the capital cost will result 

from inclusion of that cost in rates; and 

(ii) Based on available evidence, the future revenue will be provided to permit recovery of 

the previously incurred cost rather than to provide for expected levels of similar f h r e  

costs. 

As long as the above criteria are met, assets may continue to be reflected in a utility’s books 

md financial statements. As soon as either is not met, the corresponding asset must be writbn off. 
As competition has surfaced in the utility industry, the ability of regulators to create assets by 

rleferring costs to the hture has become increasingly suspect. Accordingly, additional accounting 

standards have been issued by the FASB to address emerging concern over accounting by regulated 

entities. These include FAS 90, Regulated Enterprises-Accounting for Abandonments and 

Disallowances of Plant Costs; FAS 92, Regulated Enterprises-Accounting for Phase-In Plans; 

FAS 101; and FAS 121, Accounting for the Impairment of Long-Lived Assets and for Long-Livea 

Assets to be Disposed Of: Both FAS 90 and FAS 92 contain criteria for permitting certain 

plant-related costs to be deferred for fbture rate recovery. Costs not meeting such criteria may not be 

. . .  
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eferred, and must be written off. FAS 121 amends FAS 71 to clarify that existing regulatory assets 

hould be written off if they are no longer considered probable of recovery. 

The thrust of FAS 10 1 is that, when an enterprise ceases to meet the criteria of FAS 7 1, either 

I part ( ie . ,  an operating division or product line) or in total, it must discontinue its application and 

liminate the assets on its books that were created by regulators. As an example, in 1993 US West 

etermined it no longer met the criteria under FAS 71 to continue considering itself a regulated 

ntity for accounting purposes. Accordingly, it removed all regulatory assets from its books and, in 

onnection therewith, sustained a $3 billion, after-tax reduction of retained earnings. 

Utilities following FAS 71 must continually assess whether they remain regulated entities 

lnder definition criteria contained in the Standard. FAS 101 includes the following examples of 

ituations that may warrant discontinuation of FAS 71 : 

(i) Deregulation; 

(ii) A change in the regulator’s approach to setting rates from cost-based ratemaking to 

another form; 

Increasing competition that limits the enterprise’s ability to sell utility services or 

products at rates that will recover costs; and 
(iii) 

(iv) Regulatory actions resulting fiom resistance to rate increases that limit the 

enterprise’s ability to sell services or products at rates that will recover costs if the 

enterprise is unable to obtain relief fkom prior regulatory actions through appeals or 

the courts. 

In developing rules for the transition to retail competition, particularly with respect to the 

.me of Stranded Cost quantification and recovery, the Commission needs to be cognizaut of the 
uxmnting requirements of both the FERC and FASB. If the accounting rules to be issued by the 

Commission are unclear, or inconsistent with such requirements, TEP may be forced to write off 

hundred of millions of dollars of assets and find itself in the same dire financial straits it was in just a 

few years ago. Less than adequate recovery of Stranded Cost may totally negate the progress 

achieved by TEP in its financial restructuring. 

+ R14-2-xxx8. System Benefit Charges. 

TEP generally agrees with the concept of a systems benefits charge but, as with charges for 

Stranded Costs, we believe that it should be a wires charge which all customers pay. 
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+ R l 4 - 2 - d .  Solar Portfolio Standard. 

TEP believes that setting strict standards for all electric providers could stifle market entry if 

he requirement is too lofty. Until costs are more in-line with alternative resources, the 1%-2% 

equirement is likely to limit the number of competitors that will choose to compete in the Arizona 

narket. Placing the burden on a multitude of suppliers also increases the potential for gaming the 

equirement, increases the need for oversight and may reduce the effectiveness of renewable resource 

levelopment (due to the small size of the requirement for each supplier). TEP supports the inclusion 

If a renewable resource surcharge in the Systems Benefit Charge which should be utilized to fund 

my mandated renewable resource requirements. See also the general discussion above. 

Additionally, TEP feels that the Solar Portfolio requirement is too source specific and should 

>e expanded to a renewable resources standard. The solar requirement should not be additive to the 

RP renewable requirements either, as this will place undue burdens on companies that will no 

onger continue to be regulated generation suppliers if the electric supply market is opened to 

:ompetition. Maintaining this requirement will unduly burden the suppliers that would have to 

:omply with both requirements. 

+ R14-2-xxx10. Pooling of Generation and Centralized Dispatch of Generation or 

lrransmission. 

As discussed in Section I1 above, TEP advocates that an IS0 be a required component of a 

competitive electric supply market. The Company believes that such an organization is required to 

maintain reliability and to provide some order for the transition to a competitive market and 

tllefeafk. 

+ - Rl4-2-mll. InState Reciprocity. 

The Rule provides that non-AfTected Utilities’ service territories shall not be open tc 

competition, nor shall such companies be allowed to compete in the service areas of AfEcted 

Utilities, unless they voluntarily open their areas to other competing sellers. A leveling of the 

playing field between existing regulated utilities and other entities willing and able to providc 

comparable services is critical in achieving an orderly and equitable transition to retail competition 

The above proposed reciprocity provision of the Rule (one to which TEP agrees in concept, 

addresses only one requirement necessary to achieve such parity. There are others. First, existine 

utilities will be at a distinct disadvantage if they are held to the obligation to serve, while thei 
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ompetitors are not. The obligation to serve is not compatible with a competitive market. It creates 

he potential for non-utility competitors to target only the best, most profitable customeTs with 

ailored rates intended to maximize profits. The utilities would then be left to serve all remaining 

:ustomers, profitable or otherwise, with average cost rates. Such rates may then increase due to the 

oss of margin contributions from departing customers. 

Second, the ability of regulation to achieve public policy objectives (i.e., low income 

atepayer assistance programs, etc.) may be reduced under competition. TEP strongly supports such 

)rograms but believes that each such program cost must be borne by all market participants, or 

Semoved as an obligation of utilities and transferred to a governmental function or program. 

Third, the Stranded Cost of existing investor-owned utilities must be fairly addressed. 

Jtilities must be given a reasonable opportunity to fully recover such amounts in conjunction with, 
md prior to the completion of, the transition to retail competition. 

Another obstacle that must be overcome is the fact that some of the potential competitors of 

itilities do not have to reflect in rates some of the costs that the utilities presently incur and must be 

recovered. Income taxes are one such cost. Under present rules, co-ops, public power districts, and 

municipalities are tax exempt. Moreover, their capital costs are typically less than those of investor- 

mned utilities because they do not have common stockholders for which market returns must 

recovered and because their bonds contain lower coupon rates reflecting not only their tax-exempt 

f m c i n g  but also their self-regulated status. 

Finally, there is no mechanism contained in the Rule to prevent parties that do not offer up 

reciprocity fiom competing through the “backdoor” by selling power or services to competitors 

which are allowed to compete in the open market. There has been a proposal authored by at least one 

government agency to set up a regulated utility subsidiary as a solution to leveling the playing field. 

TEP believes that forming a regulated subsidiary does not address the major issues concerning 

leveling the playing field as the taxes proposed to be paid on the profits of such subsidiary are minoi 

relative to the value of the parent entities’ subsidies. The potential for the subsidies and competitive 

advantages of these parties to cause distortions in competitive market outcomes is significant. It i5 

questionable whether all of the factors presently slanting the playing field can be eliminated bq 

Commission Rule. Undoubtedly, there will have to be changes in legislation at the state and federa 

level. 
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+ R14-2-xxs12. Rates. 

B. In general, it appears that the Rule and this section specifically is promoting 

regulated competition.” If a service is deemed competitive, then there should be no regulatory 

equirements for that service. Additionally, the Rates section requirements appear to be establishing 

,rice cap regulation, not de-regulation. 

C. If these contracts are for competitive services, there should be no requirement to file 

,uch contracts with the Commission. 

D. Consistent with our responses above there should be no filing requirement for 

:ompetitive service contracts and, therefore, no time limitations associated therewith. 

+ R14-2-xxx13. Service Quality, Consumer Protection, Safety and Billing 

iequirements. 

K. There needs to be more flexibility in this area, for instance a customer might be 

willing to have lower rates in exchange for bi-monthly meter reading. 

+ R14-2-xxxl4. Reporting Requirements. 

The industry is moving towards a competitive environment and electric service providers will 

:ut all possible costs. The reporting requirements that this Rule proposes appears to be burdensome 

For a competitive industry. The goal is to make the industry more cost efficient and reporting has a 

time and cost value associated with each report. TEP is not in favor of regulating a competitive 

industry. The Commission may require reports for Standard Offer services or other services defined 

as monopolistic, but any competitive service offerings will be controlled by the marketplace. 

F. 

suppliers. 

It is unrealistic for the Rule to require workshop participation h m  competitive 

+ R14-2-ux15. Administration Requirements. 
. .  . 

In general, TEP believes that administrative requirements should be d f0l 

competitive suppliers and for the portion of an existing regulated utility’s business or subsidiary tha~ 

is participating in the competitive market. New competitive services should be free from regulatoq 

reporting mechanisms. A general consensus between Staff, affected utilities and new suppliers 

should be formed before the Rule is finalized regarding reporting requirements. 

. . .  

. . .  
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and legal implications that must be resolved prior to the adoption of a definitive rule. TEP has also 

provided some specific comments on the provisions of the Rule. Because these primary issues 

remain unresolved vis-a-vis the Rule, TEP urges Staff not to rush the adoption of the Rule, but 

follow the leads of other jurisdictions to resolve the major issues. TEP, therefore, proposes that 

before a rule is tendered to the Commissioners, the parties work together to build consensus, perhaps 

using the proposed Rule as a platform in order to bring an orderly transition to competition in 

Arizona. The issues left unresolved by the Rule are threshold to a system that can be implemented 
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Unfortunately, the process (or the lack thereof) that has been undertaken by Staff since June 

28,1996, and the resultant Rule that has been proposed, have not accomplished any of the objectives 

identified by TEP (and others) necessary to bring about retail electric competition in Arizona in the 

orderly and equitable manner as described above. Other jurisdictions, including California and 

FERC, have spent considerable time to study the issues, build consensus and seek meaningful inpur 

through technical con€brences and public hearings. 

TEP has identified in Sections 11, ID and IV hereinabove, the primary objectives of retai 

competition that must be addressed in any proposed rule, as well as the primary stranded investmen. 

a. CONCLUSION 

In TEP’s June 28, 1996 Response to Questions Regarding Electric Industry Restructuring, 

he Company stated: 

TEP believes that the Commission and the utilities must work together to ensure 
that the transition to full competition maximizes the benefits to customers without 
unduly harming the utilities and their shareholders. To this end, the parties must 
fust resolve some of the major issues to create an atmosphere where all energy 
providers can compete equitably. This includes developing an equitable recovery 
mechanism for stranded investments, resolving the public power issue and 
determining appropriate industry structure. Until these issues are resolved, it will 
not be possible to create an equitable and efficient marketplace. 

Although the Commission has held workshops, and we encourage that more 
workshops be held to discuss the comments filed in this Docket, it should 
consider holding public hearings on the major issues. Legislative issues should 
also be identified as it does not appear that the Commission will have all the 
necessary authority to create a fully equitable and efficient marketplace without 
legislative changes. Finally, the Commission should start working with each 
electric utility in the interim to discuss the tools necessary for the utility to be 
properly positioned for competition. 
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